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Reports on the Application of Accounting
Principles—A Review of SAS 50
James A. Johnson
Touche Ross & Co.

Introduction
Like most other professionals, a Certified Public Accountant is often asked
to air views on matters within his or her ken. When the American Institute of
Certified Public Accountants issued the Statement on Auditing Standards No.
50, "Reports on the Application of Accounting Principles," professional stand-

ards applied to the accountant's response to many of these requests.

Background
SAS 50, issued in July, 1986, was the work product of the Generic Letter
Task Force of the Auditing Standards Board. The original charge to the Task
Force, in 1984, was relatively benign: "to monitor the issuance of, and prepare
issues papers on the technical aspects of, generic letters."
In reality, the atmosphere was highly charged. In June, 1984, Don Kirk, the
Chairman of the Financial Accounting Standards Board at the time, asked a
number of pointed questions when commenting on professionalism in accounting:
• Does heightened competition among CPA firms encourage a search
for ways around the spirit of accounting standards?
• Are not investment bankers fulfilling their essential role in developing
innovative financing arrangements which may, in fact, tend to frustrate
the spirit of accounting standards?
He also recommended, among other things, that each CPA firm focus on the
problem of "advising non-clients on accounting matters."
In short, the profession, the standard setters, the regulators and others
were, and continue to be, concerned with the application of "cute" accounting
principles and "shopping" for accounting opinions.
Does SAS 50 help halt either of these practices? Sadly not, in the opinion of
the author. On the other hand, the author believes that the reports themselves
are a positive development in the accounting principles process. This paper
explains these conclusions, examines the guidance contained in SAS 50, and
discusses the reasonsfinancialintermediaries and other "non-auditing'' clients
ask CPAs for reports on the application of accounting principles.
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SAS 50: Reports on the Application of
Accounting Principles
Terms Used
A variety of parties interested in the "outcome" of an SAS 50 report are
identified in the standard:
• Reporting Accountant—An accountant in public practice who issues a
written report or other form of communication covered by SAS 50;
• Continuing Accountant—An accountant engaged to report on financial
statements. Simply put, the continuing accountant is usually the
auditor for a company contemplating, or having completed, a transaction of the type dealt with by the reporting accountant; and
• Intermediary—Most often an investment banker, but anyone advising
a principal to a transaction, including attorneys and commercial
bankers.
The standards for the conduct and reporting of an SAS 50 engagement are
straightforward. However, determining when these standards apply to a
particular request are more complex. The sections below examine each of
these aspects of SAS 50.

Performance and Reporting Standards
Consultation with the Continuing Accountant
A significant provision of SAS 50 requires the "reporting accountant" to
sometimes consult with the "continuing accountant." Consultation is required
if a written report and, in some cases, other forms of response, including oral
answers, will cover a specific transaction or relate to a specific entity's financial
statements.
SAS 50 contrasts specific and hypothetical transactions. The former includes
"specified transactions, either completed or proposed,'' and the latter includes
transactions "not involving facts or circumstances of a particular principal."
This is, at best, a vague distinction and one that causes some difficulty in
implementing SAS 50, as discussed later.
SAS 50 justifies the consultation requirement because the continuing
accountant may have knowledge which is not available to the reporting
accountant, and which is crucial to reaching a professional conclusion, e.g.,
understanding of the form and substance of the transaction, the entity's past
accounting principles for similar transactions, differing views on the matter
between the reporting and continuing accountants or management, and so on.
Before the release of SAS 50, Ethics Interpretation 201-3 covered
"Shopping for Accounting or Auditing Standards.'' The Interpretation required
similar consultation, but only when (translated to the parlance of SAS 50) a
principal to a transaction retained a "reporting accountant" to provide
professional advice in connection with the principal'sfinancialstatements.
The consultation requirements of SAS 50 differ subtly from the Ethics
Interpretation as given below:
• The accountant may need to consult, even in the absence of being
"engaged" or "retained,"
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• The accountant may need to consult, even if the advice is given to
third parties, such as intermediaries, and
• Consultation, when required, is a step to take while performing the
work. The ethics interpretation requires consultation "before giving
such advice."
The reference to "shopping" in the title of the Ethics Interpretation also
caused accountants to limit its application. "Shopping'' suggests that a principal
is seeking a beneficial ruling on an accounting or auditing issue not available
from its continuing accountant. When a principal had not previously sought the
opinion of its auditors on a matter, accountants argued that "opinion shopping"
was not involved. Hence, the Ethics Interpretation did not apply and consultation was unnecessary.

Other Performance Standards of SAS 50
Due Professional Care
In addition to performance standards derived from ET 201 [AICPA, 1987]
(requiring competence, professional care, planning and supervision, and accumulation of supporting information), SAS 50 requires the reporting accountant to consider the identity of the requester of the report and the
circumstances in which the request arises. The last requirement is especially
important. The reporting accountant must be alert to the possibility that a
company is actually using its financial advisor to "shop" for a favorable
accounting decision. If the seemingly hypothetical situation is actually a specific
transaction, the provisions of SAS 50 apply and consultation may well be
required.
Procedures in Addition to Consultation
The reporting accountant should (i) obtain an understanding of the form and
substance of the transactions, (ii) review applicable generally accepted accounting principles, (iii) consult with experts, if necessary, and (iv) perform
research or otherwise find appropriate precedents or analogies, if necessary.
Reporting Standards
SAS 50 contains an illustrative report (Exhibit 1) which includes the
contents required for a written report by the standard. SAS 50 does not
prescribe the "contents" of oral advice, although the statement suggests that
accountants might find the guidance for written reports useful.

Applicability (see Exhibit 2)
Exempt Situations
SAS 50 does not apply if the advice is proferred to an audit client or to
another accountant in public practice, or when the advice is proferred in
connection with litigation support or expert testimony work.
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Exhibit 1
A Written Report on the Application
of Accounting Principles
Introduction
We have been engaged to report on the appropriate application of generally
accepted accounting principles to the specific (hypothetical) transaction described below. This report is being issued to the ABC Company (XYZ
Intermediaries) for assistance in evaluating accounting principles for the
described specific (hypothetical) transaction. Our engagement has been conducted in accordance with standards established by the American Institute of
Certified Public Accountants.

Description of Transaction
The facts, circumstances, and assumptions relevant to the specific (hypothetical) transaction as provided to us by the management of the ABC
Company (XYZ Intermediaries) are as follows:

Appropriate Accounting Principles
[Text discussing principles]

Concluding Comments
The ultimate responsibility for the decision on the appropriate application of
generally accepted accounting principles for an actual transaction rests with the
preparers of financial statements, who should consult with their continuing
accountants. Our judgment on the appropriate application of generally accepted
accounting principles for the described specific (hypothetical) transaction is
based solely on the facts provided to us as described above; should these facts
and circumstances differ, our conclusion may change.
Very truly yours,
CPA firm
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Exhibit 2
DECISION TREE
Applicability of SAS 50 to Requests for Opinions on Accounting Principles
START

1

Written Reports
Except in the above circumstances, SAS 50 applies to preparation of the
following written reports:
• Regarding the application of accounting principles to specified transactions,

• Addressed to intermediaries, regarding the accounting principles of
hypothetical transactions, and

• Regarding the type of opinion that may be rendered on a specific
entity's financial statements.
Other Means of Prof erring Advice
Potentially, SAS 50 applies to the broad spectrum of ways accountants
communicate—from formal written reports to casual conversation. Speeches,
newsletters, letters to regulators, external training seminars, all fall somewhere in the spectrum. However, SAS 50 excludes these "intermediate"
forms of communication unless the accountant intends to provide specific
guidance on the application of accounting principles to a "specific transaction"
or on the type of opinion that may be rendered on a specific entity's financial
statements ("covered guidance").
The following examples will clarify the applicability of SAS 50. Suppose a
commercial bank engages in interest rate swaps as a "product line" for
customers. The bank has used cash securities, long or short positions in US
Treasury notes, to hedge the swap inventory's exposure to changes in interest
rates. The accounting is controversial; should gains and losses on the cash
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securities be recorded when realized or can "hedge accounting" be applied
with gains or losses deferred? Consider the scenario where the CFO tells his
old college roommate, a partner at a major accounting firm (not the bank's
auditors), that the bank has to formalize its accounting policies in this area
because the transactions are getting more significant. The partner tells the
CFO that he can help, and sends a brochure prepared by his firm containing the
firm's conclusion that hedge accounting is appropriate for similar cash positions
if certain correlation requirements are satisfied. Does SAS 50 apply to the
partner's response?
The author believes that SAS 50 does not apply because the partner has no
idea whether the bank's securities meet or fail the brochure's correlation
requirements and he has not been asked to evaluate the bank's portfolio.
Suppose now that the bank CFO tells the partner that a recent business
combination failed the pooling of interest criteria of APB 16 because of the
magnitude of the bank's treasury stock transactions in the past few years. The
partner uses the facts about the merger to illustrate a speech on business
combinations. A key point of the speech is that his organization views the
calculation of "tainted treasury shares" differently than most other accounting
firms. After the speech, he sends the transcript to the CFO with a "buck slip"
attached saying, "Thought you'd be interested in our views on permissible
treasury shares!" Does SAS 50 apply to the speech transcript?
The answer is yes. It may even apply to the speech (as opposed to the
transcript of the speech) if the partner knew the CFO was in the audience. The
partner intended the transcript "to provide guidance on the application of
accounting principles to a specific transaction" and he should apply the
performance standards of SAS 50.
In the above case, would SAS 50 require the partner to consult with the
bank's continuing accountants before he sends the transcript? Possibly. The
standard requires consultation "when evaluating accounting principles at the
request of a principal, or an intermediary acting for a principal, that relate to a
specific transaction . . . [emphasis added]." So if the CFO had attended the
speech and asked for a transcript, the partner should first consult with the
continuing accountants.
Oral Advice
SAS 50 can also apply to oral advice. Although some accountants are
troubled by the notion that they might violate professional standards in idle
conversation on a golf course, the Auditing Standards Board had a much more
common situation in mind.
Many investment bankers and other intermediaries routinely check with
accountants as they work on transactions. Very often the check is informal; for
whatever reasons, the intermediary does not believe the request warrants the
time and expense of a formal written reply. SAS 50 covers oral advice when (i)
it is in response to a covered guidance (defined earlier) and (ii) the reporting
accountant "concludes that the advice is intended to be used by a principal to
the transaction as an important factor considered in reaching a decision
[emphasis added]."
Suppose an investment banker asks a reporting accountant about the
earnings per share consequences of a newly devised common stock purchase
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warrant. The banker mentions that a large defense contractor has just issued
the security. Financial statements for periods following the date the security
was issued have not been published. The accountants could be justified in
concluding that the question falls outside of the scope of SAS 50 by using the
following line of reasoning. Principals would only rarely consider an intermediary's representation of an accountant's views to be an important factor in
reaching a decision. Further, the question at hand involved an understandable
request by the investment banker to be educated in the complexities of an
earnings per share calculation for a new financial instrument.
However, to be prudent, the reporting accountant probes a bit further. Is
the defense contractor a client of your firm? Will you report my views on this
question to someone at the contractor's firm with financial reporting responsibilities? Has the contractor asked you to solicit my views?
The investment banker answers "no" to all of these questions. However,
he tells the reporting accountant that he is preparing an unsolicited proposal
suggesting that the contractor issue a convertible debt security. As part of his
proposal, he will generally describe the incremental dilution of convertible
securities and illustrate the pro forma effects on earnings per share. He knows
how to treat convertibles, but the banker needs the accountant's advice on the
previously issued warrants. Finally, he mentions that he will offer his client the
reporting accountant's phone number if any questions come up with regard to
the general treatment of convertible debt.
Do the additional facts now require the reporting accountant to conclude
that SAS 50 governs his response? Arguably, SAS 50 still does not cover the
response to the banker because it will be relayed via the investment banker,
and the reporting accountant continues to believe that the advice will not be
considered an important factor the principal will use in reaching a decision.
Later, the contractor's assistant treasurer calls the reporting accountant.
He questions the reporting accountant about the general earnings per share
consequences of convertible debt, no actual terms having yet been decided. Is
this a "covered request?" Possibly yes. Assume the principal tells the
reporting accountant that he finds conversations such as these very helpful and
that his own auditors take much too long to respond to questions on difficult
financial instruments. Do SAS 50's performance standards require the reporting accountant to consult with the continuing accountant before responding?
Surprisingly, the answer is no. The transaction is still hypothetical because
the terms of the security have not been established and consultation with the
continuing accountants is required only with respect to specific situations.
However, if the assistant CFO reviews the pro forma earnings per share
calculation and asks the reporting accountant if he agrees with the way the
warrants have been treated, the reporting accountant should consider whether
this request is covered by SAS 50. If the reporting accountant concludes that
his advice will be an important factor in reaching a decision, consultation on the
warrants (rather than on the proposed convertible securities) is required.
Unscrambling the Scope Question—Why Bother?
The above illustrations point out the difficulties in literally applying SAS 50.
However, a legalistic interpretation of the document is rarely worth the effort.
It is difficult for the author to imagine that the performance standards of SAS 50
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changed the steps CPAs took when answering questions on the application of
accounting principles. Put another way, a CPA that had been cavalier enough to
respond to pre-SAS 50 requests without taking the steps called for by the
standard, would probably not feel constrained by its publication anyway.
At most, SAS 50 spotlighted on the "stage" of a formal standard, a
requirement to consult that had been always in the profession's "wings" as an
ethics interpretation.

Why Accountants Receive Requests Regarding
the Application of Accounting Principles
Requests From Intermediaries
Intermediaries make many, if not most, requests for SAS 50-type reports
on the application of accounting principles. The reasons are explained below.
Innovative Financial Instruments
During the last decade or so, Wall Street has developed a stunning array of
financial instruments to help clients deal with volatile interest and currency
rates and streamline leverage-sensitive balance sheets. According to a recent
tally, over four out of every ten Emerging Issues Task Force (EITF) problems
have dealt with financial instruments and off balance sheet financing [FASB,
1988]. Listed below are a few examples:
• Interest Rate Swaps—First employed in 1983, the notional amount of
interest rate swaps aggregated $139 billion at mid-year 1987, according to a survey conducted by the International Swap Dealers Association.
• Convertible debt with a premium put—During its term, holders of this
debt have a one-time opportunity to redeem it in excess of the debt's
face amount.
• Put options on an issuer's stock—A mirror of stock purchase
warrants, these put options enable investors to sell stock to the
company at a stipulated price during the options' term.
• Interest only certificates (IO)—An investment in only the interest
stream of a pool of mortgages; an IO's value can radically change
based on market rates of interest and prepayment assumptions.
Financial intermediaries are virtually forced to seek an expert's advice
when devising many of these instruments because generally accepted accounting principles are silent on their proper treatment. As a result, reporting
accountants responding to these requests consider instruments with analogous
features, e.g., the FASB's concepts statements and the accounting treatment
followed by other companies, if discernible.
The Financial Accounting Standards Board is in the process of examining
accounting principles for financial instruments. Any conclusions are several
years away. In the meantime, accountants will likely continue to receive
unending requests covering innovative instruments.
Routine Requests
Frequently, advice (usually oral) is sought on matters explicitly covered in
the authoritative literature. Many investment bankers and attorneys have an
92

overall understanding of financial accounting. However, intermediaries often
find it cost justified to consult with a CPA on the specific application of generally
accepted accounting principles in areas such as lease accounting, earnings per
share, pooling of interests criteria, and so on.
Education
CPAs struggle to remain current on financial accounting developments
while intermediaries have even less opportunity to stay abreast. As a result,
CPAs can teach intermediaries about emerging accounting standards such as
income taxes, loan fees and so on, at times and locations convenient to the
intermediary.
The publication of a new accounting standard forces intermediaries to
revise the advice they have been giving to clients. Soon to be issued, for
example, is a Financial Accounting Standard amending SFAS 13, "Accounting
for Leases." Reporting accountants will receive many requests to help
intermediaries understand the types of conditions that constitute a "penalty"
at lease renewal dates.
Enhanced Credibility
In convincing a client to engage in a recommended transaction, investment
bankers must overcome many obstacles. Is the transaction economically
justified, do its advantages outweigh its disadvantages? If the company is
unfamiliar with the transaction, the proper financial accounting treatment is
another uncertainty. A reporting accountant's written report, accompanying
the investment banker's proposal, can allay or reduce the "accounting
uncertainty" and provide a starting point for the company's analysis of the
accounting consequences.
Confidentiality
Investment bankers and other intermediaries place a high premium on the
confidentiality of their advice, a premium that extends beyond the recent
insider trading scandals. Advisory fees for newly innovated financial products
are higher than those related to the so-called commodity products or "vanilla"
transactions. Intermediaries seek to extend the proprietary nature of their
ideas by restricting access only to trusted consultants, including a reporting
accountant sensitive to their concerns.

Requests from Principals
Accounting Disagreements
The most sensitive request covered by SAS 50 occurs when a principal and
its auditors disagree on the appropriate accounting treatment for a transaction.
Occasionally, in such a situation the principal turns to another CPA for his or her
views. Sometimes the cause of the disagreement is understandable. Authoritative standards do not eliminate alternative accounting principles for
familiar topics; the development of new situations provides an ample opportunity for divergent views.
A good example occurs in a leveraged buyout (LBO). The threshold
question is whether a highly leveraged takeover by a shell acquisition company
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results in a purchase business combination, at fair value, or in a recapitalization
of the target company, usually with a devastating effect on stockholders' equity.
The question was debated for over one year at eight different meetings of
the EITF, indicating how difficult this fundamental issue is. Until the Task
Force reached a consensus, a principal to an LBO and its auditors could
legitimately disagree on the appropriate accounting treatment.
Shopping for Accounting Principles
Of course, accounting disagreements occur in other less "legitimate"
circumstances. A company may seek a favorable accounting outcome not
justified by a transaction's particular facts and circumstances—either by
stretching its interpretation of authoritative standards or identifying inappropriate analogies. The danger is obvious; a threat that a company intends to seek
other views may cause its auditors to acquiesce, or a reporting accountant may
agree with the principal's views in an attempt to "curry favor" (usually hoping
to win a client relationship). In either case, another step towards "lowest
common denominator" accounting principles occurs. Understandably, accountants, regulators—particularly the SEC—Congress and others are concerned
with reports on accounting principles that are responses to "shopping"
requests.
SAS 50 will do little to alleviate the shopping problem, although other
initiatives, discussed below, should be more effective. If the reporting accountant views the request as an opportunity to win a client, and this perception
affects his conclusion, then the accountant's objectivity and independence are
at question. However, as a result of its consultation provisions, SAS 50 should
force a reporting accountant to consider the continuing accountant's reasoning
process and prevent the reporting accountant from overlooking a fact pattern
peculiar to the situation.
Other Initiatives
Audit Committee—The audit committee, with oversight responsibility for a
company's financial statements, may provide a check on an aggressive
management's view of accounting principles. As a result, firms that are
members of the AICPA SEC Practice Section must regularly communicate with
the audit committee or its equivalent. Among the topics the continuing
accountant must cover are (i) accounting and auditing disagreements between
the CPA and management (even if satisfactorily resolved) and (ii) SAS 50
opinions which the management obtained from the reporting accountants of
which the continuing accountant is aware. Similar requirements are contained
in a recently released statement on auditing standards (SAS 61).
Form 8-K Disclosures—Recently, the SEC strengthened the disclosure
requirements in Form 8-K, filed when registrants change accountants. After
the new rules take effect, companies will have to reveal accounting consultations that occurred in the two years preceding its auditor change.

The Contributions of SAS 50 Reports
It was noted earlier that the performance standards of SAS 50 only
formalized the procedures that diligent reporting accountants employ in
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responding to requests for non-audit clients. In the preceding section, it was
observed that SAS 50, taken alone, will do little to prevent shopping for
accounting opinions. What, then, do these reports contribute to the accounting
principles process?
The answers to these questions, especially those dealing with hypothetical
transactions, lie outside of the standard and in the SAS 50 report itself.
Unarguably, financial instruments and complex transactions transcend promulgated guidance and strain the limits of the existing accounting framework. In
this setting, a hypothetical report has the following advantages:
• Conclusions are reached without a materiality guideline. Because the
discussion is hypothetical, the reporting accountant cannot dismiss an
effect as "immaterial." A principal or its continuing accountants often
focus on only significant items for accounting scrutiny.
• Incorrect advice is reduced. Financial intermediaries, with more
expertise in financial or economic analysis, occasionally err in evaluating the reporting consequences of proposed transactions. Reports on
hypothetical transactions serve as a screening mechanism.
• Objectivity. A report on a hypothetical transaction is usually prepared
in the absence of a continuing audit relationship without the economic
pressure perceived to influence the objectivity of the conclusions.
• Focused expertise is brought to bear. Many financial instruments,
especially mortgage-related products and complex swaps, can only be
developed by research and development teams incorporating computer modeling, financial analysis, tax, security law, regulatory and
financial reporting expertise.
In short, SAS 50 reports are an inevitable feature of a volatile financial
environment. They can serve as a helpful stopgap betweenfinancialintermediaries under intense competitive pressure to develop something new, something different, and the standard setters facing an equal pressure to deliberate
carefully, prudently, and with extensive due process.
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